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REITs — down
but not out
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The turn of the property investment market cycle
and recent turmoil in international debt markets
have hit Real Estate Investment Trusts (REITS)
around the world hard, but over the longer term,
REITS seem set to remain an important part of

the investment universe.

The turn of the property investment
market cycle and recent turmail in
international debt markets have hit
Real Estate Investment Trusts (REITS)
around the world hard, with global
market capitalisation falling by some
30% since the peak of the market

in the early part of 2007. Problems

in international debt markets since

last August has only served to
exacerbate falls in values, with the
listed sector apparently discounting
further significant falls in underlying real
estate capital values in most markets.
REITS with high gearing or those
relatively dependent on development
have proved particularly vulnerable.
Nevertheless, despite current problems,
REITS represent an effective tax
efficient vehicle for real estate investors,

allowing small investors in particular a
means of diversifying their portfolios,
gaining exposure to assets otherwise
unavailable to them due to lack of
liquidity, large initial buy-in requirements
or other associated transaction costs,
and allowing access to relatively stable
rental income streams. As such, we
expect them to remain an important
part of the investment scene and REIT
values are likely to be an important
leading indicator of the eventual cyclical
recovery in the underlying direct market.

A global market

REITs (i.e. tax-transparent property trusts
quoted on a recognised stock exchange) have
been around for more than 40 years since

first being introduced in the US in the 1960s.
Since the millennium, however the regime has
spread around the world, with a global market
capitalisation of nearly $800 billion.
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The US remains easily the largest market,
accounting for 40% of global REIT market
capitalisation. It grew rapidly following the
introduction of the UP-REIT structure in 1990
and by 2005 the S&P 500 Index included nine
REITS, with equity market capitalisations ranging
from $4.2 billion to $18.1 billion. However,

there has been a significant contraction in REIT
numbers over the last 3 years, reflecting a wave
of takeovers by private equity players, a trend
which pre-dates both the peak in the underlying
real estate investment market and more recent
difficulties in the debt markets. REITs holding
offices and apartments appear to have been the
primary targets. Takeovers were motivated by a
perceived undervaluation of REIT property assets,
the general liquidity of asset markets at the time,
and a wish to avoid restrictive rules on asset
sales. Clearly the market environment within
which REITS operate is very different now.

The Asia Pacific market (25% of global REIT
market cap) saw tremendous growth in the first
half of this decade, with Japan and Australian
Listed property Trusts (LPTs) dominating
(although the Singapore market has also grown
rapidly since the introduction of a REIT regime in
2002.

The Netherlands was the first country in Europe
to launch a REIT as long ago as 1969. However
the European market (now 20% of global market
cap) received a major boost with the launch of
UK REITs in January 2007 (pretty well at the

top of the market, as it turned out). Market
capitalisation in the UK is €33bn, already 30%
of total European capitalisation, although the
longer-established French market (French REITS
were launched in 2003) remains the largest in
Europe (€52bn). REITs have also recently been
introduced in Italy and Germany, but delays and
changes in regulations have made them less
attractive that they first appeared. In Germany,
the model has failed to take off so far, in part as
a result of market conditions: IVG Immobilien AG
is holding back launch of its €3.5bn REIT due to
the turmoil in the property and financial markets.
However, interest from property companies and
closed-end property fund managers is expected
to grow once market conditions improve.

REIT performance has reflected
the turn in the investment cycle,
exacerbated by the ‘credit crunch’...

The US and European REIT markets peaked in
early 2007, since which time market capitalisation
has fallen by 23% and 35% respectively. In
Europe, the French market in particular has
experienced a rollercoaster ride as measured by
Net Asset Value (NAV). Between 2004-2006,
French REITs were trading at an average of
80% premium to NAV, way above the European
average of ¢.20%. By the end of last year they
were trading at a 20% discount, close to the
average for Europe as a whole.

Clearly the decline in the listed market both

led and reflected the turn in the investment
cycle in the underlying direct markets in the US
and Europe. The peak in Asia Pacific markets
generally came later, given a generally more
favourable economic environment and stronger
underlying property fundamentals. However, if
anything, these markets were hit even harder by
the problems in debt markets which began in
August 2007, with the result that since their peak
Asia Pacific markets have also seen substantial
falls ranging from 27% in Australia to 40% in
Japan over the 12 months to end April 2008.

In general, REITs with relatively high levels

of gearing and high reliance on property
development have been hit hardest. In

Europe, average gearing levels are about

60%, significantly lower than in the US where
historically the market has tended to penalise
high debt ratios and gearing levels tend not to
exceed about 45%. In Asia Pacific, gearing has
also been historically low and this should have
made REITS in the region relatively resilient to
debt market problems. In Australia, for example,
the second largest REIT market after the US and
the most securitised real estate market in the
world, REITs have historically used low levels of
gearing with income streams secured on long
term leases from good quality local commercial
properties. However, due to a shortage of
investment grade stock in Australia, Australian
REITs (A-REITs), shifted their investment focus
towards offshore locations, including the US retail
and office sectors and more recently European
and Asia Pacific markets such as Spain and
Japan, taking advantage of relatively favourable
local credit market conditions in order to do so.
Higher gearing has increased A-REITS exposure




to debt market problems, whilst greater exposure
to property markets such as the US and UK has
also undermined sentiment, exacerbating the
decline in A-REITS market pricing. M&A activity
correspondingly increased, with A-REITS affected
including ING Industrial Fund, Centro Shopping
America Trust and Multiplex Group, all of them
with exposure to the US market.

REITs are now trading at a significant discount to
Net Asset Value (NAV) in most markets. However,
whilst this certainly reflects a marked turnaround
from a year ago when trading at a premium was
the norm, it is important to note that structural
characteristics of REIT markets differ significantly
around the world and in some cases (for example
the UK) it is has not been unusual for REITS (or
rather their property company predecessors) to
trade at a discount.

Outlook

[t seems certain that REITS globally will face a
challenging operating environment for the rest

of this year. Although the worst of the liquidity
problems affecting the banking sector in the US
and Europe may hopefully be over, credit market
conditions are likely to remain tight for some time
given greater risk aversion and ongoing capital
constraints faced by lenders. A recovery of the
CMBS market seems a long way off. In addition
it is inevitable that these problems, and a general
downturn in the wider economy, will impact on
occupier markets to some extent, certainly in

the US, UK and perhaps to a lesser extent in
Europe. As a result, there is a risk of a ‘double
dip’ in investment markets to the extent that this
potential downside to rental growth is not fully
discounted in valuations, although the Asia Pacific
market seems less vulnerable to this given still

relatively buoyant expected economic growth and
still strong property fundamentals.

Against this background REITS performance
may remain subdued in the short-term, though
discounts against NAV may diminish or reverse
to the extent that property valuations catch up
with market reality. REITS are likely to continue to
respond by reducing leverage and re-focussing
their portfolios. In the US many REITs have tried
to reduce the level of risk in their portfolios by
selling off assets with exposure to the sectors

hit by the recent crisis, such as residential. UDR,
for instance, announced that it will sell 40%

of its apartment homes totalling $1.7 billion.
Refinancing remains difficult, however, and a
further round of consolidation seems likely. In the
UK, REITs have been net sellers over the past

5 quarters, looking to improve asset quality and
cap gearing levels. In Asia Pacific, conditions are
more mixed, but some further consolidation here
is also likely. In Japan, where the correction in
REIT pricing has been particularly marked, further
restructuring and M&A activity is expected during
2008.

In some markets, such as the UK, a relatively
sharp correction in property values may be
bringing the underlying direct market close to
fair value and sentiment towards REITS could
change sharply at some point as a result, with
investors seeking to buy in at the bottom of the
market. In any case, over the longer term, REITS
seem set to remain an important part of the
investment universe, with success dependent
on asset quality, sustainable gearing and a clear
investment strategy, whether based on increased
diversification across sectors and markets or
increased specialisation. In Europe, there is still
significant potential for growth, most obviously

in Italy and Germany, where the listed market is
significantly underdeveloped compared to the
other major economies.
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Spain — What
lies ahead?
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As the country’s residential sector, which
accounts for 9% of Spain’s GDP, go into a
tailspin, what lies in store for commercial real
estate”? And ultimately, what opportunities can

this generate?

The Spanish economy has grown strongly

in recent years on the back of a prolonged
housing boom that has supported consumption,
employment and investment and encouraged the
build-up of debt. In 2008 and 2009, however,
economic growth is expected to slow significantly
as the housing and construction boom ends,
accompanied by an associated downturn in
residential investment, employment and consumer
spending. Slower growth domestically, tighter
financial conditions and reduced demand from
abroad, will provide a challenging environment for
real estate investors.

An unsustainable housing and
construction boom

Spain’s strong growth has been propelled by
surging domestic demand associated with a
prolonged boom in construction and residential
property. House prices grew by 133% between
2001 and 2006, outstripping growth elsewhere
in Europe and the US during that time.
Consumption was supported by wealth effects
associated with rising prices, as well as strong
employment and income gains and rapid credit
expansion. Strong demand encouraged a boom
in the construction industry with new investment
in housing soaring from 4.7% of GDP to 9.4%
over the last ten years.

High debt levels remove support
for consumption and investment
growth...

The housing and construction boom now appears
to have peaked and this will remove much of the
support for strong economic growth in Spain.
House price falls are expected during 2008 with
inevitable repercussions on consumer spending
and investment growth. Households are highly
indebted and a correction in house prices will
compound a likely consolidation of household
balance sheets. Construction investment will also
be affected, with a significant fall expected in
2008 and 2009, and reduced investment will feed
through to weaker employment growth. Although
a decrease is projected in GDP and consumer
spending, it should be emphasized that Spain
has recorded robust growth rates over the past

5 years and the anticipated slowdown will bring
Spain back into line with the rest of the EU-zone.

A cooling in domestic demand will leave Spain
more exposed to its high debt levels, a weak
external sector and the rigidity imposed by
membership of the EU-zone. With buoyant
domestic demand growth having increased
imports and weak competitiveness constraining
exports, Spain has rapidly built up a large current
account deficit and a growing stock of foreign
liabilities. In the absence of a depreciation of

its exchange rate - an avenue constrained by



membership of the EU-zone — Spain requires
reduced domestic demand and cost cutting

to correct its external imbalance and shift the
economy toward a more sustainable growth path.
Furthermore, unlike in the United States and the
United Kingdom, EU-zone membership means
that Spain cannot rely on unilateral interest rate
cuts to help soften the impact of the downturn.

...squeezing the real estate sector

Spanish banks have extended ¢.€300bn worth
of property loans to property developers, part of
which will reach maturity this year and require
re-financing. Some of the biggest developers in
Spain are attempting to renegotiate repayment
terms on their existing debt and those that
expanded rapidly prior to the credit squeeze are
being forced to generate cash through asset
sales. With declining asset values and increasing
debt servicing costs, highly-geared developers
and investors are under particular pressure. A
significant number of private/unquoted Spanish
investors and developers have leveraged up

to 90% or more on deals, while the average
borrowing level for listed property companies

is estimated to be around 35%. With the
prospect of rapidly declining prices, many will
find themselves in negative equity territory and
facing an increased risk of breaching banking
covenants.

Several real estate companies have already
incurred substantial losses and more are

likely to follow. One casualty is the country’s
second-largest real estate company, Inmobiliaria
Colonial, which was forced to suspend trading
in January this year following a 42% drop in its
share price in just two days. The company’s
earlier expansion has left the group with debts
of €8.9bn, amounting to 67% of total assets,
and it has been selling off assets to raise cash,
including a Barcelona tower block and a group of
warehouses for €309m. It has also been seeking
buyers for its 15% share in the Spanish builder
FCC and for part of its stake in France’s Societe

Fonciere Lyonnaise. Other examples of problems
in the sector include, Martinsa Fadesa, which

has agreed to a deal with its banks to defer the
payment of €362m of debt that became due in
March, and Cosmani, an unlisted company, which
has filed for administration, having failed to re-
finance its €350m of debt.

Price correction of commercial real
estate is underway

The compression in Spanish property yields which
has driven investment returns in recent years

had already begun to reverse over the last half

of 2007, with prime office yields softening by c.
25bp. Even more significant shifts were recorded
for the retail market and secondary offices. With
a slowing economy so heavily reliant on property
and construction, real estate investors are likely
to demand a higher risk premium in pricing future
deals and we expect yields to move out further in
both the office and retail sector.

Occupier fundamentals will become increasingly
important in determining the viability of investment
opportunities and there is likely to be an
increased premium on prime properties. The retail
sector may be most exposed to the correction in
the market, given likely pressures on consumer
spending. However the office sector may also be
undermined by a potential contraction of service
sector employment, particularly in the financial
sector. A significant proportion of Spanish
banking activity has been fuelled by the property
and construction boom and the repercussions on
the sector of recent turmoil in international debt
markets is also a factor.

In the industrial sector, moderate rental growth is
expected on the back of increasing outsourcing
of transport activity coupled with a shortage

of affordable and modern logistics facilities.
However, the downside risks from a slowdown in
consumer spending, together with weaker export
growth, cannot be overlooked.

Residential property price index
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Spain —
What lies ahead?
continued

Outlook for the investment market

Commercial real estate investment volumes in
Spain more than doubled between 2005 and
2007, rising from app. €5 billion in 2005 to app.
€11 billion in 2007. Two major sale-and-lease-
back deals (totaling €3.9 billion) involving Banco
Santander in Q4 2007 and in Q1 2008 have
recently boosted transactions.

During 2008, however, more investors are
expected to be forced to sell off assets in an
attempt to restructure their finances and reduce
overall debt exposure and further consolidation
among domestic investors is likely. The market
will therefore be more reliant on foreign equity-
driven funds and institutions who will face less
competition when completing deals in Spain
than has been the case in recent years. Cash-
rich investors will be able to adopt a ‘wait-and-
see’ approach until the right opportunities
present themselves and as a result we expect
investment volumes to weaken in the office and
retail sector in the short term, especially those
associated with large portfolio deals. A recovery
should get under way in the latter part of the
year, driven by foreign investors, but prospects
will depend on the extent and speed of a price
correction, as well as underlying occupier market
fundamentals.

6 www.dtz.com

Office and retail yields in Madrid
and Barcelona
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Market insight

Recent European purchasing activity
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Although repercussions from the turmoil in
international credit markets exacerbated a
sharp downturn in investment activity in the
UK over the latter part of 2007, other European
investment markets initially proved relatively
resilient. However, while UK transaction
volumes appear to have stabilized in Q1 2008,
recent data suggests the market downturn

has become more marked in several

European markets.

At €38 billion', total investment volume
across Europe was down 18% in Q1 2008 on
the previous quarter, with the French and German
markets seeing particularly sharp declines of
30-40%. The collapse of CMBS issuance and
generally tight credit market conditions has had a
particularly marked impact on large-scale portfolio
deals. The market position of equity-rich investors
has, however, been strengthened, and German
open-ended funds, for example, are becoming
more active in cross border investment. However,
a mismatch in price expectations between buyers
and sellers is limiting transaction volumes, and in
most markets some correction in yields is likely
to be necessary before an appreciable recovery
in market activity occurs. This seems unlikely

in the short-term, with European transaction
volumes expected to be at best flat in Q2 2008.
In any event, opportunities for speculative short-
term investment in search of yield compression
are now limited and investor focus has shifted
towards potential for steady rental growth and
active asset management.

Cross border activity in Europe accounted
for 45% of total investment volume in Q1 2008,
significantly down on the peak of 54% recorded
over the same period in 2007. US investment
volume also fell over the year to the end of

March. German open-ended funds are gradually
re-entering the UK market after their retreat in Q4
2007, whilst UK investors continue to focus their
attention on continental Europe for opportunities:
UK cross border investment totaled approximately
€3.5 billion in Q1 2008. The purchase of Banco
Santander’s headquarters (€ 1.9 billion) by
Quinlan Private (Ireland) and Propinvest (UK) was
the single largest European deal over the quarter.

The UK investment market saw transaction
volumes stabilize at about £7 billion in Q1 2008,
little changed compared to the previous quarter
but still more than 40% down on Q1 2007. The
relatively sharp repricing of UK property seen

in recent months is beginning to attract foreign
(equity) investors to the market, with German
investors completing transactions of nearly € 870
million in the first three months of the year. The
latter completed eight London office deals, at
an average yield of 5.6%. Amongst these was
the purchase of One London Wall by German
insurance company Hasainvest for about € 170
million, with DTZ as the advisor for vendors
Hammerson Plc. (UK) and Kajima (Japan). Such
deals contributed to a ca. 20% increase in
transaction volumes in the Central London office
market in Q1.

www.dtz.com 7



Market insight
continued

Deal size running total (Q1 2007-Q4 2007)
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The downturn in the UK market has led to
increased interest in property derivatives, with
transaction activity in London increasing by
some 20% over the past year. Until recently, the
derivatives market has implicitly shared the view
of most property commentators that there would
be a reasonably healthy bounce back in UK
property investment returns in 2009. However,
the market’s 2009 and 2010 implied forecasts
have deteriorated in recent months, presumably
in the light of increasingly downbeat news from
the occupier market, especially for central
London offices.

Investment volumes in France fared the worst
among the major investment markets in Q1 2008,
recording transactions of about € 3.5 billion, a
40% drop. Investors are reluctant to complete
deals and are apparently waiting for yields to shift
out, with a divergence between the expectations
of buyers and vendors regarding current ‘fair
value’. For example, whilst US group Beacon
has put the Defense office tower up for sale at

a price of € 400 million, reflecting a vield of 5%,
the 33,000 sgm building is expected to sell at

a higher yield. One of the completed deals was
German fund DEGI’'s € 176 million purchase of
Riva Plaza offices from French Compagnie

la Lucette.

Total investment volume in Germany also fell

in Q1 2008, with deals totaling only € 8 billion,
representing a 40% decline from Q4 2007. The
five most important markets (Berlin, DUsseldorf,
Frankfurt, Hamburg and Munich) accounted for
€2.7 billion of this figure. Berlin was the most
active market and SONY’s sale of SONY Center
at Potsdamer Platz in Berlin to Morgan Stanley
RE Fund for € 595 million was the single largest
asset transaction in Germany over the quarter.
Small and medium-sized transactions up to
€100 million gained in importance with few
large portfolios being transacted. However, a
number of portfolios are coming to the market
now. Eurocastle, a listed property vehicle set
up by Fortress Investment Group, has put a € 1
billion portfolio (mainly comprising offices) up for
sale and German VG, a closed-ended fund, is
seeking to sell a € 500 million office portfolio.

The conditions for real estate investors and
developers in Spain have worsened significantly
over the past few months. Several properties and
portfolios are being put up for sale, as Spanish
developers are offloading assets in response

to severe liquidity problems and an increasing
number of highly geared investors are facing
difficult refinancing issues. Investment volumes fell
by 20% in Q1 2008, compared to the previous
quarter, and a further slowing in domestic
investment activity is inevitable over the next few
months. Nevertheless, Q1 volumes were boosted
by one large transaction, namely the €1.9 billion
purchase of Banco Santander’s headquarters by
UK Propinvest and Irish Quinlan Private in a joint
venture deal. Quinlan Private has approached
several European banks in search of funding and
despite debt market problems, this is expected
to come through due to the fact that these are
prime assets let to a strong covenant.

After a solid finish to the year, the Italian market
recorded a 20% decline in investment volumes in
Q1. However, a weak first quarter is not unusual
in this market. DTZ advised the buyer Monte

dei Paschi di Siena and Hines in a significant
office deal in Rome worth € 59 million acquired
from the Italian closed-ended Tikal Fund, set

up and managed by Sai Investimenti Sgr.
Foreign investors still have appetite for the Italian
market with ING RE (Netherlands) and GIC Re
(Singapore) accounting for the largest deal in Q1
2008, the € 400 million purchase of a shopping
centre in Rome.

In Q1 2008, Dutch transaction levels fell by 25%
to €2 billion, reflecting weaker foreign investor
interest. Only one major portfolio came on to

the market during the quarter: Dutch Unibail-
Rodamco’s sale of a €775 million retail portfolio
to IEF Capital N.V, a joint venture of Dutch
Bouwfonds Asset Management and Inflation
Exchange Fund.

The origin of capital in Belgium is changing, with
increased activity from domestic equity-based
investors (about 50% of total transactions).
Swiss UBS RE accounted for one of the largest
foreign investment deals, acquiring one of the
most prestigious office buildings in Brussels,



the Hulpe, also known as the Crown building,
from IFCH, a subsidiary of Belgian Fortis RE.
DTZ advised UBS on this € 92.5 million deal, the
largest property investment recorded in Belgium
over the quarter.

The Nordic countries generally continued to
attract investment from both domestic and

foreign investors in Q1 2008 and investment
volumes remained robust across the region,

although deals tended to take longer to complete.

The region still offers comparatively robust
occupier fundamentals underpinned by record
low unemployment, limited availability of prime
stock and economic stability throughout the
region. One of the largest deals recorded was
completed in Copenhagen: Icelandic Property
Group purchased 11 prime properties in the heart
of the city for €335 million. Foreign investors
remained active in the region, with Kenmore

(joint venture between Kenmore, RevCap and
HBOS) purchasing a €32.2m portfolio comprising
industrial (60%), retail and office space from

the Finish property advisor Comreal. The deal
reflected an initial yield of 6.56%.

The Swedish market appeared to buck the
relatively buoyant trend in the region, with
transaction volumes declining by 45%, albeit
during a seasonally weak first quarter.

Numerous properties have been put up for sale
leaving potential buyers with plenty of time and
stock to choose from. A shift towards more
domestic investments and smaller deal sizes has
been apparent.

Poland regained momentum in Q1 2008,

with investment deals totaling €700 million,
substantially up on the previous quarter.
Australian private equity fund Macquire Global
completed the largest Polish transaction with the
€160 million purchase of the Rondo 1 offices,
the largest office block in Warsaw, from London
& Regional properties.

The Russian investment market is rapidly
evolving and is one of the few European markets
where yield compression is projected to continue.
Foreign investors dominated the market in Q1
2008, with an increasing number of Finnish

investors active. In Saint Petersburg, Finnish

Evli Property Investment (EPI) purchased the
Kellerman Center, comprising 20,000 sgm office
space through their real estate equity fund EPI
Russia. The property has further development
potential of more than 40,000 sgm. A number of
private investors (JV Scandinavian Manufacturing
ApS, East Capital Amber Fund, Swedfund) sold
the property for ¢.€150 million. In Moscow,
Finnish Sponda acquired two shopping centers
for ¢.€70 million from UK-based London &
Regional Properties. A total of nearly €1 billion
worth of transactions were made in Q1 2008.

The Turkish market is still growing at a rapid
pace, with development sites most popular,
together with retail investment, which increased
sharply in Q1 2008. Foreign developers and
investors dominate the market. In Q1, fund
manager Cordea Savills launched a €1 billion
Turkish opportunity fund targeting shopping
centres and residential property developments.

As property in Western Europe is undergoing a
re-pricing process, with yields moving out and
modest expectations for rental growth in the
foreseeable future, investors are on the lookout
for opportunities in less developed property
markets. The Balkans in general has a relatively
favourable economic outlook and Serbia has
undergone extensive macroeconomic reforms
and reintegration into the international financial
system in recent years, with Foreign Direct
Investment trebling between 2005 and 2006.
Yields on prime office property in Belgrade’s
Central Business District (CBD) are higher than
in other CEE countries and also offer scope for
future rental growth as a result of falling vacancy
rates, robust economic growth and projected
strong overseas investment. Over 2007, UK,
Dutch, Austrian and Greek investors have
made significant acquisitions in Serbian hotel,
retail, offices and development sites. Domestic
players are also active; NBGP Properties, part of
Serbia’s leading real estate company Delta RE,
has invested nearly € 149 million in a portfolio

consisting of hotels, residential and leisure, a total

of 72,225 sgm. However, investor sentiment has
recently been shaken by the upcoming election
and associated political uncertainty.

Outlook for Q2 investment activity

Based on current expectations we anticipate
European transaction volume in Q2 2008 to
be at level with Q1, estimated to amount
€36-38 hillion.

"Preliminary figures accounts for approximately
€35 billion. Based on historical deal updates Q1 final
figures is estimated to be approximately €38 billion
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Real estate outlook
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The problems in international debt

markets have impacted directly on real
estate investment in recent months, most
obviously through the effective closure of the
European CMBS market and a substantial
tightening of terms and conditions on
mainstream bank lending, with lenders
confining themselves in many cases to
relationship-only lending. The resulting
correction in yields has been most marked
in the UK, with the London office market
particularly exposed to repercussions from
the so-called credit crunch, given the City’s
status as Europe’s primary financial centre.

With fewer buyers and more stock up for
sale, we expect a more widespread yield
correction across European markets over
the next few months, if not necessarily

on the scale we have already seen in the
UK. This will reflect continuing tight credit
conditions and greater risk aversion on the
one hand, and downside risks to European
occupier markets on the other.

To date, European occupier market
fundamentals generally remain healthy,

but major financial centres are exposed

to ongoing problems in banking and
related markets which appear unlikely to
be resolved quickly (although the worst is
hopefully over). In addition, rental growth
prospects seem likely to be affected to
some extent by a more general slowing

in the European economy expected this
year, with the UK, Spain and Ireland most
vulnerable to a property-related downturn.
Weaker residential property markets are
likely to be associated with a weakening in
consumer spending and this may impact to
some extent on potential returns in the retail
property sector. Finally, in some locations,
particularly in CEE, there are supply-side
risks to rental growth given a potentially
strong development pipeline, and risks
that yields may have fallen too far in some
markets.

In general, we expect the premium on
primary assets over secondary to widen
over the next few years, with yields on the
latter most vulnerable to softening. Investor
focus will be on underlying occupier market
fundamentals and the potential for creating
value through asset management.

Although the correction in yields to date
may have brought the UK market close

to ‘fair value’, with equity based investors
(including German open-ended funds) and
opportunity funds becoming more active
in the market, we expect yields may have
to move out further before stabilising. In
London City, yields will reflect the influence
of a strong supply pipeline and reduced
occupier demand on rental growth.
However, the office markets of Paris,
Munich, Frankfurt, Barcelona, Madrid, and
Dublin also seem likely to see an outward
shift in yields over the next few months.

In the Nordics, yields had already moved
out by end 2007 and a further rise is
projected in Copenhagen, Stockholm, Oslo
and Helsinki in 2008. However, further rental
growth is forecast across the region and the
outlook for total returns remains positive.
Foreign investors are expected to increase
their real estate allocation to the region over
the next year or so.

In the CEE, a number of governments
currently have to deal with overheating
economies by policy tightening, but
notwithstanding ongoing problems in
countries such as Hungary, economic
growth across the region is generally
expected to remain relatively buoyant over
the next few years, accompanied by strong
gains in employment. CEE property markets
have so far appeared pretty well immune
to the sub-prime fall-out and underlying
occupier fundamentals are likely to remain
generally favourable, notwithstanding some
likely moderation in economic growth.



However, there are potential risks for
investors. One is that some CEE markets
may be particularly vulnerable to yield
correction to the extent investors re-
evaluate potential returns in a more risk
adverse environment. Another relates to
potential oversupply, particularly in less
mature markets, although with a few
exceptions most markets should be able to
absorb the majority of new space coming
on-stream if take-up continues at anything
like current levels.

Moscow and Istanbul are notable
exceptions with regards to the softening in
yields generally expected across Europe.
Further modest yield compressions

and continued strong rental growth

are expected to provide investors with
potentially the most attractive returns over
the next few years. In the case of the
Moscow office market, new supply will take
some of the upward pressure of rents, but
although rental growth may have peaked in
2007, it is likely to remain strong over the
short to medium term. Istanbul presents

a similar picture, with strong demand and
severe supply constraints underpinning
rapidly rising rents.

European office
markets outlook

Istanbul European retail
Moscow markets outlook
Kiev
Athens (Central)

Manchester Moscow
Lisbon Helsinki
Marseille Marseille

Birmingham Lyon
Oslo Milan
Brussels Warsaw
Antwerp Oslo
Copenhagen Prague
The Hague Rome
Vienna Madrid
Amsterdam Barcelona
Rotterdam Amsterdam
Luxembourg Frankfurt
London (West End) Budapest
Malmo Manchester
Stockholm Berlin
Helsinki Stockholm
Hamburg London (West End)
Dusseldorf Birmingham
London (City) Vienna
Milan Brussels
Madrid Glasgow
Rome Copenhagen
Warsaw Munich
Prague Paris (IDF)
Paris (CBD)
Budapest
Barcelona
Munich
Dublin
Frankfurt
Berlin
Bucharest

www.dtz.com



| Research

Notable deals
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1. Santander Lot 1: Head quarters  Quinlan Private and Propinvest

2. Portfolio of 39 hotels
3. Retail portfolio

4. Sony Center, Berlin

5. Four prime office buildings

6. Roma Est Shopping Centre ING RE and GIC RE

7. One London Wall offices Hansainvest

CapMan Hotels RE Ky fund
Bouwfonds A.M. and IEF Capital

Morgan Stanley RE Fund

KanAm Grundinvest Fonds

Banco Santander
Northern European Properties Ltd (NEPR)
Unibail-Rodamco

SONY

Otkritie FC & Deutsche Bank AG
Commercial RE Group

Gruppo PAM

Hammerson Plc and Kajima

Spain €1,900 million Q12008
Finland €800 million Q1 2008
Netherlands €775 million Q12008
Germany €595 million (approx) Q1 2008
Russia €570 million Q1 2008
Italy €400 million Q1 2008
UK €170 million Q1 2008

1. With the disposal of their headquarters, Santander
has now completed their sale- and lease back
process of five different portfolios. Santander has
realised a capital gain of more than € 600 million

which they intend to use towards the financing of 4.

their joint acquisition of Dutch bank ABN Amro.
The deal reflected a yield of 4.5%, with Santander
agreeing to lease the property for 40 years. The
Irish investor Quinlan Private and UK Propinvest
(Glenn Maud) also joined forces last year with their
purchase of Citigroup’s European headquarters in
Canary Wharf for € 1.5 billion.

2, Finnish CapMan PIc has established a new
private equity real estate fund, CapMan Hotels
RE Ky with a maximum fund size of € 1.1 billion.
With this acquisition CapMan will be a leading
player in the Nordic Hotel real estate investment
market. The average time to maturity of the
lease agreements is 14 years and all hotels are
fully let. The acquired portfolio comprises good
quality assets in central city locations or holiday
destinations. The hotel sector in Finland has
performed well in recent years and is expected to
do so in future. According to CapMan the hotel
portfolio has significant rental growth potential and
development opportunities.

3. The sale follows a statement made last year
by Unibail-Rodamco of their aim to dispose of
properties in Europe’s major cities. The portfolio
consists of approximately 210 high street

shops and 20 small scale shopping centres.
The properties are located widely across the
Netherlands.

The Sony
Center in Berlin
(Potsdamer
Platz) was the
largest single

asset deal in 6.

Germany in Q1
2008. It was

sold to Morgan
Stanley Real
Estate Fund

for nearly €600
million, much
lower than the
initial asking price
of approximately €850 million set by Sony at the
end of 2007 with the intention of disposing of its
non-core assets. The property has a vacancy rate
off app. 14% and with significant leases expiring
in 2009. Morgan Stanley made the purchase with

Sony Centre, Berlin

the expectation of creating value through asset 7.

management.

. KanAm has completed its first major acquisition

in Russia through its open-ended real estate fund,
KanAm Grundinvest Fonds. The office buildings
consist of 101,000 m?2 in Paveletskaya, a well-
known location in Moscow. KanAm will take full

ownership of the properties in mid 2009 upon
completion. The project developer Otkritie Real
Estate has acquired, financed, syndicated and
now sold off the project in just 18 months in a
transaction process of just 3 months. The deal
price of € 570 million is to be recalculated upon
the signing of the leases.

ING RE and GIC RE (the property investment
arm of the Government of Singapore Investment
Corporation) have acquired one of the largest
shopping centres in Italy compromising
approximately 92,700 sgm. Both buyers have
equal stakes in the property and consider the
investment to be a rare prime retail asset which
has a strong long-term rental growth potential.
ING RE has added the property to ING Retail
Property Partnership Southern Europe (RPPSE)
and the RPPSE fund has a target size of €1.2
billion to be invested in Italian, Spanish and
Portuguese retail properties.

British developer Hammerson and its joint venture
partner Kajima have sold off their long leasehold
interest of One London Wall to German insurer
Hansainvest. The 13-story building was completed
in 2003 and includes app. 18,500 sgm of office
space. The building generates an annual income
of € 9.6 million. Hammerson and Kajima were
advised by DTZ.
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